To: Students in MGT . 205A 
From: Dan Mitchell, Professor 
Subject: Week 6 

Reminder : 

-Project outlines are due in class next week (or before by e-mail) . 
Week 6 PowerPoint slides and the text of this e-mail are now 
or will be on the course websites. 

-When midterm exams are ready, an email will go out. They 
will then be available in room A416 Collins. 

We had only half a class of material after the midterm this 
week. In the second half of the class, we developed our 
unit on exchange rates. Actually, we had seen exchange 
rates once during the Ricardian comparative advantage unit; 
the reason we could incorporate exchange rates into that 
early unit was precisely because demand and supply for 
commodities give rise to demand and supply for currencies. 

But now we need to explore that connection more fully. 

Last week, we went over the definitions of devaluation and 
depreciation and revaluation and appreciation last week. 

This week, we looked at the effect of a change in currency 
values on price, quantity, and values of exports and 
imports . 

As we noted last time, much of the transaction volume in 
the international exchange markets involves trades in 
"financial" assets: stocks, bonds, loans, factories, office 
buildings, etc. But, as we noted in class, the absolute 
value of the exchange rate does not really matter in such 
transactions as long as the exchange rate is assumed fixed. 

For financial markets, expectations of CHANGES in the 
exchange rate matter a lot - but the absolute value is in 
some sense irrelevant if it remains unchanged. 

In goods markets, the reverse is true. If I - as an 
American importer - want to import cloth from the U.K., 
what matters to me is the cost structure in the U.K. and 
the absolute exchange rate that translates those British 
costs from pounds to dollars. So once the cost is fixed in 
UK currency, the UK exchange rate matters to me as an 
importer . 

Thus, the goods markets are an "anchor" or a "fundamental" 
element in determining the exchange rate, even if much of 



the action in the exchange market involves financial asset 
purchases and sales. The goods tail tends to wag the 
financial dog over the long term. (In the short term, 
financial disturbances - such as the Asian financial crisis 
of the late 1990s - can produce dramatic exchange rate 
changes . ) 

Our imports (in value terms) represent our demand for 
foreign currency and also our supply of our currency to the 
exchange market (to buy the foreign currency we need to 
import) . If I - as a U.S. importer want to buy $1 million 
of cloth from the U.K., I must take $1 million worth of 
dollars and sell them (supply them) on the exchange market 
for $1 million worth of pounds (my demand for British 
pounds) . Similarly, our exports in value terms represent 
their demand for our currency and their supply of their 
currency in order to buy our currency. A U.K. importer who 
wants $1 million of wheat from the U.S. must sell $1 
million worth of pounds in order to acquire the $1 million 
worth of dollars needed for the wheat purchase. 

Two lessons follow from this analysis: 1) in the absence of 
any (net) financial capital movements, demand — supply for 
the dollar when U.S. exports (in value terms) = U.S. 
imports (in value terms), and 2) we need to look at export 
and import markets to determine if exchange rates will tend 
to be stable. Of course, once we consider financial 
assets, demand and supply for those assets also gives rise 
to demand and supply for currencies. However, as noted 
above, the absolute value of the exchange rate is not the 
determinant of the rate, except to the extent that it 
suggests some kind of goods market disequilibrium. 

Our analysis after the midterm took the domestic demand and 
supply analysis we had been applying to the study of 
tariffs and other trade restrictions and converted it into 
NET demand and supply curve analysis for exports and 
imports. We then started from a situation in which demand 
= supply for our currency, i.e., exports = imports 
(repressing capital movements) , and allowed an exchange 
rate disturbance. The question is whether the disturbance, 
say a depreciation of the dollar, will set in motion forces 
in the goods market which will cause a reverse appreciation 
until demand = supply again for our currency. 

We were able to show that the depreciation should 1) cause 
the prices of BOTH export and import goods to rise measured 



in our currency - but by less than the full amount of the 
depreciation, 2) import volume should fall, 3) export 
volume should rise, 4) export value - measured in our 
currency - should rise, and 5) import value - measured on 
our currency - could fall or rise, depending on the 
elasticity of demand for our imports. If that elasticity 
were greater than one, import value would fall; if less 
than one, import value would rise. Since export value 
rises, the export market contributes to equilibrium by 
raising the demand for our currency. (Our exports are 
their demand for our currency.) And a higher elasticity of 
foreign demand for our exports leads to a greater increase 
in export value if our currency depreciates. But the 
contribution of the import market is ambiguous. If import 
value falls or stays the same, equilibrium is assured. If 
import value rises enough, however, we could have a 
theoretical disequilibrium. 

We noted that the condition for stability was that the sum 
(in absolute value) of the elasticities of demand > 1 
(Marshall-Lerner condition) . The problem is that 
elasticities tend to be low in the short run and high in 
the long run. Hence, it is quite likely that a 
depreciation will cause the trade balance to worsen 
initially but improve later on. (J curve) If financial 
markets did not look ahead to the improvement, the exchange 
market could be highly unstable. Depreciation would 
engender a worsening trade balance which would put more of 
the depreciating currency on the market which would drive 
down its price further, etc., etc. 

But note that if financial markets look ahead, transactors 
will be willing to hold the added currency supply in the 
expectation that the trade balance will eventually improve. 
So, with expectations, tomorrow's demand for a currency 
becomes today's demand. 

The Marshall-Lerner conditions tell us something about the 
balance of trade. But can we say anything about TERMS of 
trade? (We never confuse the terms of trade with the 
balance of trade!) We know from our early analysis in the 
course that the terms of trade is a measure of a country's 
"welfare". So a country should care about its terms of 
trade . 

Measured in our currency, a devaluation raises both export 
and import prices so the ratio of price of exports to price 
of imports could improve (rise) or deteriorate (fall) . 



Empirically, however, we noted a regular response. 
Devaluation tends to be associated with terms of trade 
deterioration. A summary is that countries seem to be more 
price takers on imports and price makers on exports . 

Note that empirical association of terms of trade 
deterioration with devaluation suggests a political reason 
why countries are sometimes reluctant to let their 
currencies fall in value in the exchange market. As we 
noted in the first class, a terms of trade deterioration is 
a kind of national welfare deterioration. So maybe De 
Gaulle was thinking about national welfare when he first 
resisted devaluation of the franc in the video clip we saw. 

Here are some questions to think about. Is it really true 
that our curves are exclusively in "our" currency on the 
export and import diagrams? Is it really true that their 
curves are exclusively in "their" currency? What exactly 
does it mean to be "in" a currency? And since being in a 
currency is what seems to make devaluation have real 
effects, is devaluation a "trick"? Next week, we will link 
domestic prices with exchange rates and look at situations 
with fixed exchange rates where domestic prices have to 
carry the burden of international adjustment. 


Have a good weekend. 



